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GENERAL COMMENTS

The proposed changes in the regulations under Section

613 of the Internal Revenue Code would completely change
many rules which have been in force for a long time.

There

has been no change in the statute nor any court decisions to

justify these changes.

It is respectfully submitted that in

the proposed regulations the Internal Revenue Service is

attempting to legislate rather than to clarify.

Since the

enactment of legislation is reserved to Congress, many of the
proposed provisions should be withdrawn.

The proposed regulations are discussed below in detail:

SPECIFIC COMMENTS

Section
1.

2(a)
1.613-

(1)(i)

We know of no provision of the Code or any

legislative history which would indicate that

the term "gas wells" is restricted to those
producing predominantly natural hydrocarbon

gases.

Taken in its ordinary everyday

meaning, the way tax statutes are normally
interpreted, the term "gas" would clearly

- 2 -

include nonhydrocarbon gases such as argon,
carbon dioxide, helium, hydrogen, hydrogen

sulfide, nitrogen or oxygen.

The proposed

change should be withdrawn.

1.613-2(c)(2)(ii),
(v), and (vi)
Example (2)

The proposed provisions would change the
depletion rules where nonmetallic substances

and metals are extracted together.

In such

a case, under the present regulations (Section
1.613-2(c)(2) Example) the rate of depletion

for each material depends on its nature.

Under the proposed regulations, all materials

extracted from a metal mine would be depleted
at 15 percent except in those cases where

the nonmetallic material predominates in
value.

In the latter case, its depletion

rate would be determined by its own nature

and the metals would be depleted at 15 percent.
This new rule is a "Heads the Treasury wins,

tails the taxpayer loses" rule as is aptly
illustrated in proposed Regulation Section
1.613-2(c)(2)(vi), Example (2).

If the metal

predominates the depletion rate is 15 per

cent even for the nonmetallic substance.

If

the nonmetallic material predominates the

depletion rate is the higher rate for the
nonmetallic material but still only 15

percent for the metal.

In the absence of new

- 3 legislation, there is no warrant for a change
in the old long-standing rule, and the pro

posed provisions should be withdrawn.
3.

1.613- 2(c)(8)

This proposed section would abrogate the
decision of the U.S. Court of Appeals, 10th

Circuit, in the case of Skelly Oil Company v.
U.S., 68-1 USTC para. 9328, certiorari applied
for by Government.

It would appear that if

the Internal Revenue Service disagrees with

the result of the Skelly, case, its remedy
should be through further litigation or a
suggestion for Congressional action, rather

than through the rule-making process.
4.

1.613- 3(a)

This proposed provision would change the

point for determining the amount for which
the taxpayer sells his oil and gas, from

the Immediate vicinity of the well to the
immediate vicinity of the wellhead (emphasis
supplied).

We can find no authority for

changing the prior rules which have been in

force for a long time.

It has long been recog

nized that the separation of water and
sediment from crude oil and other simple
separation processes which do not change the

nature of the produced hydrocarbons are part

of the production process.

These proposed

changes should be eliminated.
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5.

1.613-3(a)

The proposed regulation would make the pro

portionate profits method of Section 1.613-

3(d) applicable to the determination of
gross income from oil and gas wells where

a representative market or field price cannot
be determined.

Section 1.613-3(d) purports

to deal with gross income from mining; it
may be significant that it was finally

adopted just when it was proposed to be made
applicable to oil and gas.

Whatever the

merits of the proportionate profits method of
Section 1.613-3(3)(1) may be as far as mining

operations are concerned, it is completely

improper and unrealistic when applied to oil
and gas operations.

The proportionate profits

method, in gearing allocation of the profit
to current costs, completely ignores the

intrinsic value of the minerals in the ground.

Once an oil or gas property has been developed,
the costs of lifting the oil or gas

to

the surface are often relatively low or zero;

thus, the method could lead to the absurd
result of attributing an almost zero value
to the minerals at the wellhead and all of
the value to the separation process on the
lease and/or to the subsequent transporta

tion or processing of the raw product.

The
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proposed rules can have completely

unreasonable and actually confiscatory results
not warranted by any authority.
The proposed provisions would heavily penalize
the integrated producer compared to the
independent producer who sells his production
at the well.

It has been the mandate of

such Supreme Court decisions as Cannelton that

the integrated producer should have no
advantage over the independent producer; cer
tainly those decisions are not authority for

discriminating against the integrated producer.
Many methods are available to arrive at an

equitable amount of gross income in the vicinity
of the well.

If the Internal Revenue Service

now finds it necessary further to clarify
the computation of gross income from oil and

gas wells, any number of such more equitable
methods should have been given preference, for

example, the so called "workback" or "Fiske
formula" method.

The proposed changes should

either be eliminated, or it should be made
clear that the purpose of the computation of

gross income at the well is to determine the
amount which would have been realized by an
independent producer, not to penalize the

integrated producer by depriving him of benefits
authorized by law.

- 6 -

6.

1.613-3(a)
1.613-3(j) and
l.482-2(e)(1)(v)

All of the cited proposed provisions contain

language intended to give the percentage

depletion regulations priority over Section 482
in determining gross income from the property.
Inasmuch as it is the purpose of computing

gross income from the property to arrive at
the value of the production at the depletion

cut-off point, it is difficult to see why the

Internal Revenue Service would want to make
one of its strongest tools, Section 482,

unavailable for the task.

Section 482 is con

cerned with arriving at arms-length values in
dealings between related parties which is
also precisely the intent of any reasonable
computation of gross income from the property.

As far as we can see, the only purpose of so

attempting to override Section 482 would be

to preclude reference by taxpayers or tax
administrators to arms-length values.

It

is difficult to see what purpose could be
served by the proposed provisions in the

reasonable administration of the revenues.
7.

1.613- 3(d)(2)(ii)

It is proposed that it is relevant to com
pare the gross income from the property

computed by a method of computation with the
gross income, on an equivalent amount of
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production, resulting from the methods of
computation used by a taxpayer’s competitors.

Although as a matter of course such comparison

might be made, it should not be persuasive as

to a decision as to whether the taxpayer’s
method or proposed method does or does not
clearly reflect income.

Operating methods

resultingfrom, among other things, the location
of the mines and minerals will cause different

operating costs among competitors.

The use

of different accepted accounting methods also

cause costs to differ.

Where the proportionate

profits method of determining gross income

from mining is used, these different costs
among competitors will necessarily result in

different amounts of gross income.

This pro

posal should be deleted.

8.
1.613- 4(a) and
(c)(7)

Through the inclusion of the words "net
operating loss deductions” in Section 1.613-4
(a) and the explanatory material in Section

1.613-4(c)(7) the Internal Revenue Service

proposes to use net operating loss deductions
to reduce taxable income from the property
for purposes of the 50 percent limitation on

percentage depletion.

There is no authority

for the proposed change.

Under the 1939 Code

a net operating loss, a net operating loss
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carryback, and a net operating loss carry

over were all reduced by the excess of percent

age depletion over cost depletion for the
years in which these items arose or to which

they were carried.

This rule was purposely

changed when the 1954 Code was enacted and
the Internal Revenue Service should not

attempt under the rule-making process to

restore a provision so clearly and specifically
abrogated by Congress.

The proposed rule also

discriminates against taxpayers without

sufficient income from other sources to offset
the loss from a mineral property.
9.

(2)

4(c)
1.613-

This paragraph would prospectively require

that intangible drilling and development
costs not be reduced by bottom hole or dry
hole contributions received when computing

taxable income from the property.

Inasmuch

as bottom hole and dry hole contributions
do in fact reduce a taxpayer's cost of

developing a property, there is no logic to

ignoring them in computing taxable income
from the property.

This provision should

therefore be deleted.
10.
(4)

1.613-4-(c)

This provision proposes not only that selling
expenses in respect of a raw material produced

-

9

-

by the taxpayer be subtracted in arriving

at taxable income from the property, but

also that a "reasonable” portion of the
expenses of selling a processed product be

so subtracted.

It should be made clear

that the selling expenses to be subtracted

should in no case exceed those selling
expenses which would have been incurred by

a nonintegrated producer of the respective

minerals.

Any other computations would

improperly discriminate against integrated
producers.
11.

1.613- 4(c)(6)

The comments above as to the treatment of
selling expenses also apply to the treatment

of trade association dues.

It should be

made clear that the only trade association
dues to be subtracted from gross income from
the property to arrive at taxable income

from the property should be dues to those
associations which are concerned in some
way with the production of minerals (as

opposed to those concerned with other

activities of the taxpayer).

Further, even

as to organizations concerned with production

the dues to be subtracted from gross income
should be limited to the amount attributable

to those association activities which are
concerned with production of minerals.

